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HOUSING AND THE ECONOMY

WEDNESDAY, APRIL 16, 1980

Congress oF THE UNITED STATES,
Joint Economic COMMITTER,
Washington, D.C.

The committee met, pursuant to notice, at 2:35 p.m., in room 6226,
Dirksen Senate Office Building, Hon. Lloyd Bentsen (chairman of
the committee) presiding.

Present : Senators Bentsen, Sarbanes, Javits, McClure, and Jepsen;
and Representatives Mitchell, Brown, Heckler, and Wylie.

Also present: John M. Albertine, executive director; Deborah
Matz and Mayanne Karmin, professional staff members; Betty Mad-
dox, administrative assistant; Charles H. Bradford, minority coun-
sel; and Mark R. Policinski and Carol A. Corcoran, minority profes-
sional staff members.

OPENING STATEMENT OF SENATOR BENTSEN, CHAIRMAN

Senator BENTSEN. The hearing will come to order.

I'm really pleased we have such a distinguished panel of witnesses
for the committee’s first quarterly hearing on housing and the econ-
omy. Because of the important role the housing industry plays in
our national economy and because often our national economic poli-
cies severely impact the housing industry, it is extremely important
that the housing starts be closely monitored. Therefore, in addition
to the committee’s monthly unemployment and inflation hearings,
starting today we are implementing quarterly housing hearings.

Unfortunately, we are off to a rather inauspicious beginning. Since
October, the prime rate has soared. Notwithstanding the prime rate’s
unprecedenteg rate of 20 percent, inflation has not been slowed, much
less halted. While we all suffer from the effects of inflation in our
economy, and we all, therefore, must make certain sacrifices to bring
inflation under control, it appears that homebuilders are being asked
to shoulder a disproportionate share of the burden.

Housing starts for the month of March were disastrous, falling by
92 percent from February to a seasonally adjusted annualized rate of
1 million units. Housing starts for the first quarter of 1980, there-
fore, are 27 percent below last year’s level. Even more startling is the
fact that building permits have fallen below 1 million to 941,000 at
an annual rate—a 40-percent drop from March 1979.

While this news may seem grim, with mortgage interest rates re-
maining as high as they are, there is no reprieve in sight. Mortgage
interest rates have risen to a range of 15 to 17 percent in recent months
and, as of yet, there is no indication of a downturn. That is, if you can
get the mortgage money.

(1)
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What really concerns me is that we’ve got a situation where the big
multinational corporations can go to the Eurodollar market and to
other sources. We've got a situation where the large banks will take
care of the big customers because they are afraid they’re going to lose
them to the competitor. But housing really gets put through the ringer
on this.

What we have seen is a situation where Congress has not measured
up to its responsibility in ending deficit spending, and where we have
depended too much on the Fed to take care of inflation. The result is
we always have this boom and bust in housing. By wringing out the
housing industry, we chase carpenters, plumbers, and other construc-
tion workers into other occupations, because they say, “I have had
enough with this boom and bust and these kinds of layoffs.” And then
once we recover from the “bust,” we wonder why we can’t find the car-
penter who is experienced and can do the job, or we can’t find the
plumber or the electrician. Well, they have gone off to do something
else. They are running a carwash or have decided to become mechanics,
But they have had enough of the housing industry.

Now, if we're going to develop efficiency in the housing industry, if
we’re going to encourage the long-term capital commitments that have
to be made, we have to have some better answers and more stability
in this housing industry. And I'm looking forward to the testimony
from this distinguished panel that we have here today.

Before continuing, I will place the April 16 press release of the
Bureaun of the Census, Department of Commerce, entitled “Housing
Starts and Building Permits in March 1980,” in the hearing record.

[The press release follows:]

[Bureau of the Census Press Release, Department of Commerce, April 16, 1980]
HoUsING STARTS AND BUILDING PERMITS IN MARCH 1980

PRIVATELY OWNED HOUSING STARTS

Privately owned housing units were started in March 1980 at a seasonally
adjusted annual rate of 1,041,000 according to estimates reported today by the
Bureau of the Census, U.S. Department of Commerce. This is 22 percent below
the revised annual rate of 1,332,000 for February 1980 and 42 percent below the
rate of 1,800,000 for March 1979. )

The March 1980 seasonally adjusted annual rate for single-family housing
starts was 606,000 compared with the revised February rate of 789,000 units.
The rate in March for units in buildings with five units or more was 345,000 com-
pared with the revised February rate of 443,000. The March rate for units in
buildings with two to four units was 90,000. Housing starts do not include mobile
homes. Mobile home shipments through February 1980 are shown in table 3.

During the first 3 months of this year, 238,800 housing units were started
compared with 325,600 units for the same period in 1979, a decrease of 27 percent.

BUILDING PERMITS

New privately owned housing construction was authorized in March 1980 at
a seasonally adjusted annual rate of 941,000 units in the 16,000 permit-issuing
Dlaces. This is 18 percent below the revised rate of 1,142,000 for February and
42 percent below the rate of 1,621,000 for March 1979.

New single-family units were authorized in March 1980 at a seasonally ad-
justed annual rate of 535,000 units compared with the revised February rate
of 695,000. Units in buildings with five units or more were authorized in March
at an annual rate of 310,000 compared with the revised February estimate of
341,000. The March rate of permit authorized units in buildings with two to four
units was 96,000,
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During the first 3 months of this year, 233,200 units were authorized by permits
compared with 327,000 units for the same period in 1979, a decrease of 29 percent.

In interpreting changes in housing starts and building permits, note that
month-to-month changes in seasonally adjusted statistics often show movements
which may be irregular. It may take 3 months to establish an underlying trend
for total starts and 2 months for total building permit authorizations.

The statistics in this release are estimated from sample surveys and are subject
to sampling variability as well as errors of response and nonreporting. Estimated
relative standard errors for preliminary data are shown in tables 1 and 2, An
explanation of the reliability of the data appears in the appendix to Construc-
tion Report, C20-80-1.



Table 1. NEW PRIVATELY OWNED HOUSING UNITS STARTED

{in thouzands of unita. Details may not sdd 1o total because of rounding)

In structures with— Ragion
s e | [ ] i | v | Sm [ e [ e
1a. Seasonally adjusted annual rate
1979 - Harch 1,800. 1,275 119 406 190 368 780 462
April 1,750 1,273 13 364 m 356 692 531
May 1,801 1,229 120 452 173 396 734 498
June 1,910 1,276 123 sn 178 3N 862 499
July 1,764 1,222 130 32 174 356 762 472
August 1,788 1,237 152 399 176 388 770 454
September 1,874 1,237 123 514 164 392 765 553
October 1,710 1,139 129 442 172 317 765 456
November 1,522 980 14 428 170 249 716 387
December 1,543 1,055 110 383 156 326 667 399
1980 - January” 1,419 1,002 127 290 194 213 673 339
Februa ryr 1,332 789 100 443 67 228 703 338
MARCHP 1,041 606 90 345 04 185 507 245
Relative stndard error of 6 4 n 16 27 23 7 6
oreliminary estimates ()
1b. Not seasonally adjusted
1979 - March 152.9 109.8 5.0 5.1 33 12.2 25.7 74.6 40.4
1980 - January 30 44.3 3.7 3.4 16.7 5.6 5.6 39.7 22.2
February” 80.3 50.3 2.3 2.9 24.7 2.3 7.9 46.9 23.3
MARCHP 85.4 51.2 4.1 3.7 26.3 7.2 12.4 44.8 21.0
Retative stndard srror of 6 4 9 22 16 27 23 7 6
preliminary estimates (%)
1c. In 16,000 permit-issuing places—seasonally adjusted annual rate
1979 - I‘1a1'ch1 1,488 1,013 13 362 184 283 576 445
1980 - Jar\uaryr 1,315 899 126 290 181 202 593 339
Februaryr 1,224 634 100 440 67 214 609 334
HARCHP 965 530 90 345 104 178 441 245
Relative standard error of 6 4 n 16 27 25 7 6
preliminary estimates (%}
1d. In 16,000 permit-issuing places—not adjusted
1979 - March] 125.1 85.8 4.6 5.0 29.7 11.9 19.6 54.6 39.0
1980 - January" 68.0 44.2 3.6 3.4 16.7 5.3 5.3 35.1 22.2
February” 730 43.3 2.3 2.9 24.6 2.2 7.4 40.1 23.3
1ARCHP 78.4 44.2 4.1 3.7 26.3 71 n.7 38.5 21.0
Relative sandard error of 6 4 9 22 16 27 25 7 6
pratiminary estimates (%)

In addition, public housing starts for Harch 1979, January, February and Harch 1980 {in thousands of units) were

0.4, 0.3, 0.7, and 1.0

— Represents zero.
1 For 14,000 places.

PPreliminary.

respectively.

" Revisod, 2 Less than 50

units,




Table 2. PRIVATELY OWNED HOUSING UNITS AUTHORIZED BY BUILDING PERMITS IN PERMIT-ISSUING PLACES

fin Detads may not roundang)
In structures with— Regon
e o | s l 3ss | e |t | o | o I e
2a. Seasanally adjusted annual rate (16,000 permit-issuing places)
1979 - March 1,621 1,056 126 439 151 303 n3 454
April 1,517 1,036 119 362 147 304 583 483
May 1,618 1,047 116 455 181 328 616 493
June 1,639 1,012 132 495 199 332 636 472
July 1,528 1,001 135 392 161 281 585 501
August 1,654 1,030 15 473 147 310 664 533
September 1.775 1,015 151 609 a7 337 704 517
October 1,542 927 137 478 151 271 673 447
November 1,263 751 99 413 152 9 557 363
December 1,244 780 9 345 144 224 517 359
1980 - January 1,264 761 121 332 116 221 577 350
February 1,142 695 106 34 125 178 524 315
MARCHP 941 535 96 310 125 132 430 253
Relative sndard error of
preliminary esumates (%) 2 1 5 6 15 4 2 2
2b. Not seasonally adjusted (16000 permit-issuing places)
1979 - March 143.4 98.8 6.0 6.0 38.6 2.7 26.2 83.3 42.1
1980 - January 74.5 44,2 3.3 4.0 22.9 5.2 7.6 38.7 2.9
Februaryr 76.1 46.5 3.6 3.6 22.3 5.4 7.9 39.2 23.6
MARCHP 32.6 47.9 4.4 4.3 25.9 10.2 10.8 39.3 22.2
Relative standard error of
preliminacy estimatas (%) 2 1 8 5 6 15 4 2 2
2c. Not started at end of period—not seasonally adjusted (16,000 permit-issuing places)
1979 - March‘ r 240.0 102.7 18.0 19.3 40.6 33.4 100.8 65.2
1980 - dJanuary | 186.5 76.7 13.9 85.9 31.8 21.3 87.1 46.3
February 184.9 80.6 16.9 87.3 34.6 20.1 84.7 45.6
HARCHP' 185.3 84,5 16.7 881 35.6 19.2 85 45.4
Ral. nd;
pemars vy 541 5 5 9 7 N 2 7 6
Peretinunary "Revead.

* For 14,000 places

Table 3. MANUFACTURERS’ SHIPMENTS OF MOBILE HOMES AND PRIVATELY
OWNED HOUSING UNITS STARTED

{10 thousands of units)

Seavonally adjusted sanual rate Not ssasonally adjusted
Single family Total housing Single family Total housing
Period Manufacturers’ structures units started Manufacturen” structures. unity started
shipments of started pius phus mobite shipments of started plus pius mobile
mobile homes. mobile home home mobils homes. mobile home home
thipments shipments shipmenty shipments.
1979 - February 276 1,213 1,745 8.7 78.0 103.3
1980 - January” 276 1,278 1,695 18.1 67.4 91.2
February? 270 1,059 1,602 18.8 69.2 99.2
MARCH {MA) (NA) (NA) (NA) (NA) (NA}

NOTE" The statistics on manufacturery’ shipments of mobile homes are provided by the Nationat Conference of Staws on Building Codes and Standards (NCSBCS).
NA Notyatavadable  PPraliminary. "Revised figures are for housing units started. X Not spplicable.
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Senator Bentsex. I would like to now defer to Congressman Brown,
the ranking minority member.

OPENING STATEMENT OF REPRESENTATIVE BROWN

Representative Brown. Thank you, Mr. Chairman. Let me express
my appreciation to you for calling these hearings.

The economic crisis that’s gripping the country has rocked the
housing industry and the building industry in my part of the United
States. Briefly stated, the present situation is one in which mortgage
lenders can’t lend, homebuilders can’t build, home buyers can’t buy,
and general contractors can’t build because their customers aren’t
buying either.

n many areas of my district in Ohio, homebuilders have shut down
their operations and housing starts are down as much as 50 percent.
Home buyers are facing mortgage rates of 15 percent and above. The
Associated Builders and Contractors, some of whom are here today,
general contractors for the most part, are in serious difficulty. Savings
and loan institutions are being battered by disintermediation and are
not, cannot in fact, make long-range mortgage commitments,

Unemployment in the local housing industry is near 50 percent in
many communities and will get even higher as suppliers and subcon-
tractors are affected by the slump. This is the picture in my district
and I’'m sure that it is the same across the country.

The housing industry is the first casualty in the administration’s
planned recession, brought about by myopic economic policies of un-
controlled spending and high taxes. The major problem affecting
lender, builder, and buyer is the high rate of interest.

But we must remember that the major reason interest rates are so
high is because of high inflation and not because money growth is
being slowed. If we must have tight credit to fight inflation—and it
appears that we must—the question then becomes, who gets it. Does
it go to the private sector to sustain housing, autos, investment, and
jobs? Or does it go to the government ? Government can grab most of
our dwindling supply of credit by running more deficits, both on
budget and off budget.

But consumers, small businesses, banks, and savings and loans are
already being squeezed dry, largely because government is gobbling
up what little credit there is to finance the growing Federal deficit.

If government chooses to continue spending at record levels and
grabs more of the scarce credit, many people and businesses will be
bankrupt. If this occurs, the Fed will be forced to reverse its tight
credit policies, and that will be the end of the fight against inflation.

‘What we need are deep spending cuts, not higher taxes, so that the
Federal Government can balance the budget, end its borrowing, get
out of the credit markets, and leave whatever limited money there is
to the private sector at lower interest rates. Then we can begin a
program of supply side tax cuts aimed at increasing the saving and
investment we need to modernize our factories, preserve jobs and fight
inflation by putting more goods on the shelf.

Mr. Chairman, I thank you for the opportunity to make this state-
mient and T look forward also to the testimony from the witnesses,
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and to an answer to the current problems, which I think we have given
you some points about.

Senator BeEnTsEN. Thank you very much,; Congressman Brown.

I think we have a very interesting panel here, and some of the mem-
bers of the panel are intimately connected with the problem and hope-
fully have the answers. And I'm going to look forward to hearing
from them. '

The first one will be Michael J. Stephens, who is president of S & M
Builders of Virginia, Inc. Why Mr. Stephens? Well, because Mr.
Stephens called in a month or so ago and he said—and you can correct
me, Mr. Stephens—but as I understand it, you said that you build
about 20 homes a year and you are in a position of putting the shovel
in the ground and starting on about 10 of them, and perhaps could
have them finished by next fall. But you weren’t sure you were going
to have any buyers who could qualify for these kinds of interest rates
and these kinds of loans.

And I think this exemplifies the problem that we are facing in this -
industry—not some giant corporation, but a relatively small inde-
pendent businessman, who is simply trying to build homes.

We have the Honorable Jay Janis, Chairman of the Federal Home
Loan Bank Board, a man who shares a deep concern with us for this
problem and hopefully can give us some answers as to what we can do
about it; and the Honorable J. Charles Partee, a distinguished Gov-
ernor of the Federal Reserve Board ; and Jack Carlson, who has testi-
fied before us a number of times, who is the executive vice president
and the chief economist of the National Association of Realtors.

Mr. Stephens, I want you to proceed first, because I want these fel-
lows to ponder what you have to say. Then we will hear from them.

STATEMENT OF MICHAEL J. STEPHENS, PRESIDENT, S. & M.
BUILDERS OF VIRGINIA, INC., FAIRFAX, VA.

Mr. SteprENs. Gentlemen, my name is Michael Stephens. I’'m the
president of S. & M. Builders of Virginia, Inc.

 Senator BEnTsEN. We have a large audience which wants to hear

what you have to say. So if you will move that microphone close.

Mr. StepuENs. My name is Michael Stephens. I’m the president of
S. & M. Builders of Virginia, Inc., a homebuilding company. For the
last 4 years, since I have been in business for myself, T have built be-
tween 15 to 20 homes a year in the northern Virginia area right outside
Washington.

I sincerely appreciate this opportunity to offer testimony before this
committee with respect to the topic of this hearing, the effect of inter-
est rates on the housing industry and the outlook ahead.

Let me begin by telling you first the circumstances which brought
me here before you today. On March 6 of this year, the largest savings
and loan in the Washington metropolitan area announced that its per-
manent loan rate was 17 percent. Fearing a repeat of 1974, I called
several other area banks and savings and loans to find out their under-
standing of the money market. Since December, or in December, every
one of them had predicted a slight softening of the interest rates in the
spring of this year. Not one of the bank executives, its president and
two vice presidents, could tell me for certain what was happening, and
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their personal opinions were so varied as to what was happening that
no consensus could be taken.

My situation at that time was one that the housing industry has
never faced before to its present extent. We had sold four houses in
January and February of that year, just before the rate started going
up. The dilemma I was faced with was whether or not to build these
houses or rip up the contracts.

As you are aware, most, if not all, permanent lenders will only
commit funds 60 days; that is, 2 months prior to settlement on the
property. Now, if I built these homes and the permanent interest rate
prior to their settlement was 17 percent, the purchasers would not be
able to qualify for their mortgages. And since every contract is con-
tingent upon financing, I would be stuck with these homes in inven-
tory, which would jeopardize any hope of financial survival that this
situation has caused.

My other alternative was to tell these purchasers that I would de-
fault on my contracts with them, which would leave me open to law-
suits. Either way, I would lose. A classic catch-22 type of situation and
not the type that any American businessman should be forced into.

I needed some concrete information to base my decision on. So I
started to call any Government agency to give me some aid. I first
called the Federal Reserve Board and asked to talk to Paul Volcker. I
was told that he wasn’t there. So I spoke to his assistant, Mr. Corrigan.
A fter stating my problem and listening to it, he told me that the Fed-
eral Reserve looks at money with an unemotional view, without regard
to any particular segment of the economy; that the overall money
supply is their concern.

He said that their discount rate has no direct effect on mortgage
rates. After I questioned that statement, he backed off. He said it may
have an indirect effect.

Also, I couldn’t pick any—excuse me. They couldn’t pick any par-
ticular segment of the money market to constrain without presiden-
tial action. He told me inflation was a terrible thing and they had to
bring it under control. T asked him if by raising interest rates it wasn’t
like putting a fire out with gasoline. He said he didn’t think so and
wouldn’t describe their action that way. No help there.

I next called Senator Proxmire’s office and spoke to his staff as-
sistant on the Senate Banking Committee. who told me that their com-
mittee was in the legislative branch. And though she told me of cer-
tain legislative bills that they were working on, these were about 1
year away in the future. However, any current action would be found
in the executive policymaking committees. She referred me to this
committee, and T talked to an economist, whose help was welcome, but
she couldn’t answer my questions or help me in making any decisions.

She referred me to the Federal Home Loan Bank Board. I called
Mr. Del Riordan. Mr. Riordan couldn’t tell me anything on the current
situation, he saw short-term rates declining earlier than long term
and that the long-term might start softening this fall, although he
thought the new rollover mortgages would help the thrift institutions
in making loans available, especially if they were offered at initial dis-
count rates.

I finally consulted with my partner and decided to go ahead with
the construction of these homes, based on a-gut feeling rather than
gathered intelligence. I hope it wasn’t stupidity.
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This is only one way in which interest rates affect the industry. It
is a severe example, by the way. We don’t normally have to do this,
but today that, my friends, is the situation. It’s ridiculous.

High interest rates are inflationary in themselves. Let me give you
an example, comparing the cost effects of today’s high prime and
permanent rates on the purchase of one of my homes to the same cost
under normal market conditions. This example is based on the sale of
a2 home the first week in April 1980 under VA terms involving a
$100,000 loan. I think you have copies or there is a copy up there.

VA permanent loan points were 8 at that time on a loan that would
carry a 13-percent mortgage rate. That was $8,000. Our construction
period interest at that time was 20 percent, which we have estimated
In our budgets, which is the budgeting system that I’ve used for the
last 15 years, $6,000 estimated holding period interest, just 3 months,
%4,998. Construction loan points to get the construction loan were

1,000,

Under present conditions, those costs total $19,998. Now, under nor-
mal conditions, which are actual September of 1979, when I purchased
one of the houses in my own subdivision, VA points were 2 with a 10-
percent rate, $2,000. Now this is just 6 months ago, not 10 years ago.
Construction period interest was 1814 percent at that time, or $3,937.
Estimated holding period interest was 1314 percent, 3 months again,
at $3,375. Construction loan points were $1,000 again.

The total 6 months ago of those costs was $10,312. The difference is
$9,587. This constitutes & 93.9 percent increase in our interest costs
alone. There is no subcontractor out there that comes anywhere near
that inflationary figure.

Twenty-percent interest is inflationary. It also should be labeled
criminal, either that or we are legalizing loan-sharking. The construc-
tion industry has been under these recessionary pressures, as was men-
tioned before, since last October, and many builders cannot withstand
it much longer. It will be 2 matter of months before the bottom falls
out. I see signs of it every day. These interest rates have lost the spring
of 1980 market already. It is gone and no prospects can be seen so far
for the summer markets.

I can say this because it appears to me no one has anv control over
this current situation. Nobody could tell me, that I called last month, if
Congress or the administration was doing anything presently to pre-
vent, the construction industry from going into collapse.

This is not the first time the Federal Reserve or the President have
been told of our problems. Why they haven’t acted is beyond good
economic judgment, which is sorely lacking today.

One builder the other day told me that, like Iran, the housing in-
dustry already was on economic sanction, although it has been longer
for us. As you know, the mood out there is bitter. If our industry could
be looked upon as four Chryslers, maybe it might be allowed to save
itself. No subsidy, just save itself.,

What has to be done? Well, No. 1, high interest rates are like high
oil prices. They affect us all. except we have the power to control
interest rates. Our thrift institutions cannot compete with Treasury
bills at today’s level and make mortgage loans at an affordable rate.
Ceilings must be placed upon Treasury borrowing.



11

Congressman Archer has introduced H.R. 6907, which offers the
industry a bill to create a flow of mortgage funds at an affordable
rate by making available to thrift institutions the opportunity to offer
insured certificates of deposit earmarked for mortgages at a low
interest rate, let’s say 714 percent, on which the interest would be
tax free to the depositor. This would make it competitive with money
market certificates of 15 percent if he were a taxpayer in the 50-
percent tax bracket.

But without this low cost inflow to thrift institutions, no mortgage
funds would exist at an affordable rate. The Federal Reserve must
change its policy and encourage productivity and growth. How can
the money supply be growing if housing starts are at a level of post-
World War I1 production? Obviously, demands for loans are not
coming from the housing industry.

No. 3, the Federal budget must be balanced every year by legislative
action. However, looking at this year, with the prospect—and I say the
prospect—of 1.4 million jobs being lost in the construction industry,
which constitutes $24.6 billion in wages being lost, with the potential
$6.7 billion in tax revenues being lost, I don’t see anyone balancing
this year’s budget.

The rollover mortgage is difficult to sell to purchasers. It may be
what the thrift institutions want, but it’s not what the public will ac-
cept at the present time. Inflation must be brought under control.
Builders are the victims, and I say the victims, not the cause, of
inflation.

Granted, some of our costs are locked in. However, many are not
covered more than 30 to 60 days. When we give out a price on a home,
6 months later when we deliver that house inflation can eat into our
costs worse than you think. I have yet to see anybody buy a house on a
cost-plus basis. We have to give out a fixed price and we're stuck with
that price.

Local governments must reduce availability fees and other super-
fluous charges. Utility availability fees alone in Fairfax County cost
$2,475. Nothing is done for that money at all. When a water bill—and
a copy of it is up there to you—70 cents worth of water usage totals
$26.02. Then it starts becoming ridiculous.

The future outlook will depend upon one word, which was men-
tioned before—stability. There must be stability in every aspect of the
economy. We must have a commitment to stability.

What we are going through presently, where builders can’t build,
farmers can’t plant, lenders can’t loan, the whole country can’t per-
form its business, it is idiotic. At no period in our economic past have
things been this bad.

Now, I would like to thank you again for the opportunity to speak
to you. I still don’t have any questions—excuse me, answers to my
questions. I don’t need the rhetoric I've been getting, but I would
like a few answers. And I thank you very much.

Senator BenTsEN. Thank you, Mr. Stephens. We appreciate your
statement. )

And now I would like to call on the Chairman of the Federal Home
Loan Bank Board, the Honorable Jay Janis.
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STATEMENT OF HON. JAY JANIS, CHAIRMAN, FEDERAL HOME
LOAN BANK BOARD, WASHINGTON, D.C.

Mr. Janis. Thank you, Mr. Chairman and members of the com-
mittee. I am pleased to appear before you today to provide the views
of the Federal Home Loan Bank Board on the outlook for housing
and savings and loan associations in 1980.

I have a lengthy prepared statement for the record, Mr. Chairman,
that I would like to summarize.

Senator Bentsen. It will be printed in the record in its entirety.

Mr. Janis. With regard to the recent state of the housing and finan-
cial markets, through most of 1979, a number of factors continued to
support housing activity despite higher interest rates. These included :
The favorable demographic population factors; the so-called invest-
ment psychology which made households less sensitive to mortgage
interest rates and more willing to spend a higher percentage of income
on housing expenses; a steadier savings flow through thrift insti-
tutions because of market-oriented—market-rate-oriented—certifi-
cates; a more highly developed secondary market; and substantial
support provided by HUD subsidy programs. This was the picture
through most of 1979.

However, the high and persistent rate of inflation eventually proved
to be inimical to housing.

The Federal Reserve’s action of October 6, in reaction to inflation,
shifted the focus of monetary policy to holding down the growth in
bank reserves. This caused interest rates to escalate sharply.

A further escalation in long-term interest rates occurred in the early
part of 1980, as financial markets adjusted to expectations of con-
tinued high rates of inflation. At the same time, the Fed raised the
discount rate to 13 percent on February 15, following a sharp rise in
the inflation rate. And then on March 14, President Carter unveiled
a new anti-inflation program that recognized the latter developments
and took account of the need for a more restrictive fiscal policy and
limited selective credit controls in order to produce a stronger and
more balanced anti-inflation program.

The result of the actions taken since October 6 has been to increase
the mortgage loan commitment rate nationally from a level of about
1134 percent in early October to a range that appears currently to be
in the 15-17 percent interest rate, as the chairman has noted earlier.
This unprecedented increase in mortgage rates has finally shut down
the demand for mortgage loans to a substantial extent.

As a result of time lags, the above financial developments have still
not fully affected housing starts. They have not affected them up until,
perhaps, the figures that we have seen today for March, and I think
this shows the full effect of these actions.

Housing starts have been coming down in a series of steps. By
February, housing starts were down to a seasonally adjusted rate of
1.33 million. And, of course, for March, as the chairman noted, the
Census Bureau just announced a sharp decline to 1.04 million units,
just about 1 million units. o

As might be expected, sales of new and existing homes have fallen
increasingly below 1979 levels. New-home sales were down to a sea-
sonally adjusted annual rate of 532,000 units in February, compared
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to about 817,000 units in 1978. We don’t have the March figures as yet.

Existing-home sales, which has a very important relationship to
housing starts, were down to a seasonally adjusted annual rate of
slightly under 3 million units in February, compared to a peak rate
of about 4 million units in September 1979. )

No one is happy about this state of affairs. In the Bank Board’s view,
however, reducing inflation is the best way to bring down the interest
rates and to meet this Nation’s housing needs over the longer run. The
very recent decline in interest rates is heartening, although it is ob-
viously too early to say with any kind of certainty whether interest
rates have actually peaked and are on their way down. )

With regard to the sources and uses of funds for S. & L.’s in 1980,
the so-called revolution in liability management of S. & L.’s through
the use of market rate-oriented certificates will continue to reduce the
risks of disintermediation. Nonetheless, we expect poor savings flows
this year, especially during the first half. Savings flows, including in-
terest credit, are estimated at $8 billion or less during the first quarter
of this year, and that compares to $15.6 billion in the first quarter of
last year. We expect even weaker savings flows this quarter. Under
our assumptions, the net savings gains of S. & L.’s in 1980 should drop
to $27 billion, from $38 billion experienced in 1978, from $50 billion
in 1977.

So, therefore, we expect S. & L. mortgage lending to decline to about
$57 billion this year, from almost $100 billion last year—and most of
the decline is taking place in the first half of this year. I am talking
now about mortgage lending activities of S. & L.’s.

With regard to the housing outlook for the coming year, we expect
housing starts to average around 1 million units, or even lower, com-
pared to the 1.75 million units of 1979. Even this low forecast assumes
that larger builders will finds ways of financing housing sales through
freative techniques on their part. Otherwise, starts would be even

ower.

Let me say a word, if I might, about the financial viability of the
savings and loan associations. The earnings situation of the S. & L.’s
is largely a function of the fact that S. & L.s at the beginning of
March had 41 percent of their savings in high cost, short-term money,
and this percentage is continuing to rise. The rollover of these high-
cost savings instruments at the interest rates that have been prevailing
in recent months——

Senator BexTsen. Mr. Janis, this exodus of members has nothing to
do with you. It is a vote that is taking place on the floor of the House.

Mr. Jants. Thank you, sir. I will try to summarize.

Senator BeNTsEN. You go right ahead, because what you are saying
is terribly interesting.

Mr. Janis. The rollover of these high cost savings instruments at
these interest rates that has been prevailing in recent months has had
quite an adverse impact upon the savings and loans.

Now, what do we expect for the S. & L.’s in 1980? We think that the
rate of return on assets for S. & L.’s should be significantly lower than
the 0.67 of 1-percent average for 1979, and possibly the earnings will
be negative for S. & L.’s In the first half of the year, despite some
further above-average nonrecurring penalty income. This reflects not
only the sharply rising cost of funds, but the fact that lending activity

72-946 0 - 81 - 2
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which generates loan-orientation fees, is off sharply from last year.
For the second half of 1980, we should have a significant negative rate
of return on assets.

Now, what does this imply for the safety and soundness of the
savings and loan industry? It seems to me that, unless interest rates
remain high well beyond 1980, most S. & L.’s will be able to absorb
this operating loss. Operating losses this year should not exceed 10
percent of the reserves of the industry—total reserves of the indus-
try—even under very pessimistic assumptions. But we are obviously
concerned about the impact on some individual S. & L.’s, and the fact
that negative earnings cause S. & L.’s to be reluctant to make mortgage
loans at interest rates that imply a negative spread over the cost of
funds.

With regard to our own policies and the role of the Bank Board, we
have taken a number of steps. For one thing, we worked with the other
regulators in authorizing a new variable rate 214-year U.S. Govern-
ment certificate. Despite a 12-percent rate cap placed upon these cer-
tificates effective March 1, they continue to attract funds.

Our central bank system, the Federal Home Loan Bank System
continues to provide advances—in other words loans—in substantial
volume to its member institutions. We expect advances to be up by
about $6.6 billion during the first half of this year. Our affiliated
Federal Home Loan Mortgage Corporation, FHLMC, continues to
maintain its presence very heavily in the mortgage market.

And on April 3, the Bank Board announced an important program
to mitigate the earnings and net-worth problems that many S. & L.’s
will face this year and to put them in a better position to resume mort-
gage lending on a large scale when interest rates subside. It consists
of a three-part $630 million program designed to lessen the earnings
squeeze of the S. & L.’s.

The first part of it had to do with a special dividend program to
all S. & L.’s for 1980. The second part of it had to do with the con-
tribution that FHLMC made, of $50 million of dividends to holders
of its stock which are the Federal Home Loan Banks, which, in turn,
can be utilized to help finance the dividends to the member savings and
loan associations.

And third, for associations in need of assistance, our district banks

have established a targeted advances program which provides a sub-
sidy of about 250 basis points, 214 percent, on advances. That would
be under the advance rate which is the rate at which members can
borrow from the Bank System. And up to $100 million of the total
pot that I mentioned before will be used to subsidize advances under
this program.
. Mr. Chairman, I have more summary. But at this point, I think,
in the interest of time, let me conclude by saying that we are appre-
hensive about the near-term outlook for housing. Clearly, the March
figures justify that apprehension. But we are hopeful that if inflation
can be dealt with through current Federal policies, housing will bene-
fit over the long run.

In the meantime, we are excited about the new world that lies ahead
for thrifts because of recent legislation passed by Congress, and cer-
tain regulatory actions that I have noted above. And we expected that
this will produce a positive effect for housing over the long run, espe-
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cially given the very strong demographic and lifestyle factors that
will affect the household rate in the decade of the 1980’s.

Thank you, Mr. Chairman, for the opportunity of testifying before
vour committee. )
" Senator Bentsex. Thank you, Mr. Janis.

We will be back to some questions, of course, on your statement. We
appreciate your presence and what you have had to say.

[ The prepared statement of Mr. Janis follows:]

PREPARED STATEMENT OF HON. JAY JANIs

I am pleased to appear before you today and provide the views of the Federal
Home Loan Bank Board on the outlook for housing and savings and loan asso-
ciations in 1980.

My testimony will deal with the following points:

1. The Recent State of the Housing and Financial Markets.

2. Sources and Uses of Funds for 8. & L.’s for 1980.

3. The Housing Outlook for 1980.

4. Financial Viability of 8. & L.’s.

5. The Role of Bank Board Policies.

RECENT STATE OF THE HOUSING AND FINANCIAL MARKETS

The state of the housing and financial markets was affected profoundly by the
October 6 announcement by the Federal Reserve that it would put more emphasis
on bank reserves than short-term interest rates in implementing monetary policy.
Before the October announcement, a number of factors had supported housing
activity despite the high interest rates in 1978. These included favorable demo-
graphic factors and the existence of an ‘“investment psychology” arising out of
expectations of inflation in the housing market. In addition, thrift institutions
were better able to provide for steady savings flows despite rising interest rates,
and, thus, stay in the mortgage market. This was the result of the use of money
market certificates tied to the six month Treasury bill rate and of jumbo certifi-
cates. Through the use of market-rate oriented money, savings and loan asso-
ciations avoided the disintermediation that has normally characterized high in-
terest rate periods.

Other factors that supported housing activity prior to October 6 included the
availability of additional mortgage funds due to a more highly developed second-
ary mortgage market than existed during past tight credit periods and the sub-
stantial support provided by HUD subsidy programs, primarily the Section 8
rental housing assistance program. Thus, through September, 1979, housing
starts were maintained at a seasonally adjusted annual rate of 1.76 million
units, representing a decline of 13 percent from the 2.02 million units started in
1978, which is a moderate decline considering the high level of interest rates and
the sharply rising prices of homes.

The Fed’s actions of October 6, changed the situation, however. The immediate
impact of the Fed’s announcement was to produce an upward escalation in in-
terest rates. These rose across-the-board. In many places, mortgage interest
rates rose to 13% and 14 percent by the end of 1979 from a level of about 111,
percent before the Fed’s actions. These sharply higher rates weakened the de-
mand for mortgage loans appreciably. And in states with restrictive usury laws,
the supply of mortgage funds dried up almost completely.

After the October 6 announcement, housing activity declined only moderately
at first. Starts were maintained by loan commitments made previously when in-
terest rates were lower and funds more plentiful. In October, housing starts
declined to 1.71 million units. In November, starts finally fell sharply to a sea-
sonally adjusted rate of 1.52 million units and remained close to this rate in
December. For 1979 as a whole, 1.75 million units were started.

By January of this year, housing activity began to slide even further. Starts
dropped in January to 1.42 million units and in February to 1.33 million units.
The cause this time, unlike in the past three years, was not severe winter
weather. In fact, housing starts, as reported, may even have overstated the
strength in the housing market since seasonal adjustment factors in January
and February reflected the abnormally severe weather conditions of earlier
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years. Housing starts for March will be released this afternoon, and I do not
presently have this data.

As might be expected, sales of new and existing homes have fallen increasingly
below 1979 levels. New home sales, which had been 817 thousand units in 1978
and averaged 733 thousand units during the first nine months of 1979, were down
to a seasonally adjusted annual rate of 532 thousand units in February. Existing
home sales were down to a seasonably adjusted annual rate of slightly under 3
million units in February compared to a peak rate of 3.9 million units in Sep-
tember 1979.

From the standpoint of housing markets, the most important development
since the Fed's October 6 change in monetary policy was the unveiling of Presi-
dent Carter’s new anti-inflation program on March 14. It should be noted that
this action was preceded by sharply rising long-term interest rates in the early
part of 1980 as financial markets adjusted to expectations of continued high rates
of inflation. A further increase in the Federal Reserve discount rate to 13 per-
cent on February 15 followed a sharp escalation in the inflation rate. The Presi-
dent’s program recognized the latter developments and took account of the need
for a more restrictive fiscal policy and the use of limited selective credit con-
trols in order to produce a stronger and more balanced anti-inflation program.

Although the President and the Fed specifically excluded the housing indus-
try from the selective credit controls, housing will continue to decline because
of the further escalation in interest rates in recent months; and the very recent
decline in interest rates still leaves rates at high levels. The six month T-bill
rate rose above 15 percent briefly, and the prime lending rate reached a record
high of 20 percent. Mortgage loan commitment rates have risen to a range of
15 to 17 percent and even higher. These high interest rates are producing an-
other sharp drop-off in loan commitment activity and are weakening demand
for mortgage money even further.

No one is happy about this state of affairs. Nevertheless, we must face the
fact that Federal Reserve policy, in order to be effective, is going to have to evert
a negative impact on housing. The President’s new program may, hopefully,
reduce upward pressure on interést rates in the next month or two and may
have already done so based on very recent financial developments.

The Bank Board’s concern is that housing not shoulder a disproportionate
share of the burden of tight credit. And if housing production is too sharply af-
fected—and for too long a time—the resulting short-fall in housing starts, be-
cause of the strong underlying demand for housing, will cause pressure on hous-
ing prices as soon as conditions return more or less to normal levels. As a result,
the inflationary rebound in the economy, pushed by the housing sector, could be-
come a serious problem in the next cycle.

In the Bank Board’s view, however, reducing inflation is the best possible
way to bring down interest rates and to meet this nation’s housing needs over
the long-run. That is why I support the Fed’s monetary actions and the Presi-
dent’s fiscal initiatives im the hope that these efforts will reduce the sustained
need for these high interest rates and allow for the significant decline in interest
rates that will ultimately help housing.

It now seems clear that the Fed’'s actions dating from October 6 merely
accelerated something that probably would have happened anyway on a more
gradual basis. Even without the Fed’s dramatic steps of October 6 and those
taken more recently, I believe we would have seen an upward creep in interest
rates because of the underlying serious inflation problem. Nevertheless, the very
rapidity with which interest rates escalated, first after October 6 and then
again in the early months of this year, made it difficult for the housing market
to absorb the increase. We hope that the sharp rise in interest rates will break
the inflationary psychology that was itself feeding inflation and putting constant
upward pressure on interest rates. If the financial markets can be convinced
that present economic policy is going to bring down the rate of inflation, even if
slowly, it could have a significant downward influence on interest rates. Further-
more. continuation by the Federal Reserve of its new operating strategv empha-
sizing reserve targets should lead to more downward flexibility in interest rates
if and as the economy weakens. The shift to a projected budgetary surplus in
fiscal 1981 and the limited selective credit controls should also help in the battle
against inflation and bring down interest rates.

In our opinion, the adverse impact of high interest rates on thrift institutions
and housing depends on how long tight credit persists. This issue of “duration”
is crucial. For one thing, it affects those institutions’ ability to provide support
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for housing in the future and even threatens their financial integrity. For
another, the duration of tight credit affects builders and their ability to with-
stand inactivity and still manage to survive.

SOURCES AND USES OF FUNDS FOR 8. & L.”S FOR 1980

The revolution in liability management of S. & L.'s through the use of market
rate-oriented certificates will continue to provide some support for the flow of
savings. Nonetheless, the competition from money market funds and open market
securities has become more keen as interest rates have risen and savers have be-
come more sophisticated. In addition, S. & L.’s will probably be reducing their
reliance on jumbo CDs, in part because of the extremely high interest rates, on
these, now as high as 17 percent or more. Savings flows have already weakened
this year. Thus, during the first quarter, savings flows, including interest credited,
are estimated at $8.0 billion or less compared to $15.6 billion in the first quarter
of last year. The first quarter traditionally is marked by a strong seasonal flow
of savings. We expect even weaker savings flows this quarter, perhaps an out-
flow if interest credited is not included.

Obviously, the outlook for savings for 1980 as a whole depends upon our
projections as to when interest rates, especially the 6 monthy T-bill rate, will
peak. We hope that the various policy actions will lead to declining interest rates
before long; and, as I have noted, interest rates have recently come down from
their peaks. Nonetheless, any significant decline in interest rates will probably
come too late to bolster savings flows and mortgage credit availability this year
by a significant amount.

In light of our assumptions, we expect the net savings gain of 8. & L.’s in
1980 to drop to $27.0 billion from the $38.8 billion experienced in 1978 and $50.2
billion in 1977. This drop translates into a sharp decline in the number of hous-
ing units that can be financed by S. & L.’s.

Like savings flows, loan repayments—the other major internal source of
S. & L.’s funds—are expected to decline sharply as existing home sales slow
down further in response to high mortgage interest rates. Loan repayments
could decline to about $40 billion in 1980 compared to $50 billion in 1979.

Based on these projected internal sources of funds, we expect S. & L. mortgage
lending to decline to about $57 billion from $99.6 billion in 1979. Most of the
decline is taking place in the first half of this year. By the second half of the
year, lending may increase slightly, but we expect that the general weakness in
the economy likely to prevail then will keep demand for housing weak. Nonethe-
less, because of the strong underlying demand for housing, a rebound in housing
should occur by either the closing months of this year or by early next year.

Given the situation just described, there has been a strong demand for external
sources of funds by S. & L.’s so far in the first half of this year. The Bank System
expects to provide an additional $6.6 billion in advances during this period. This
demand for external funds reflects the need to fund withdrawals of traditional
savings accounts, a reduction in the use of jumbo CDs, and the need to finance
outstanding mortgage loan commitments. During the second half of this year,
we expect that 8. & L.’s are more likely to be repaying advances, a typical
pattern during the later stages of a decline in housing activity. However, our
recently announced targeted advances program and uncertainty about future
interest rates could possibly result in some rise in advances for awhile after
mid-year.

HOUSING OUTLOOK FOR 1980

The outlook for housing in 1980 has deteriorated in the face of anti-inflation-
ary policies. What needs to be emphasized is that the financial environment
has been unfavorable for housing at least since October 6 and has deteriorated
even further in recent months. We presently expect that housing starts in 1980
will average between 1 and 1.1 million units this year compared to 1.75 million
units during 1979. Even this low forecast assumes that builders will have to rely
on creative techniques for financing housing or else housing starts would be even
lower. In addition, shipments of mobile homes, which are a major source of
low cost housing, will probably be down to 225 thousand units or lower this year
compared to 277 thousand units last year.

We expect the decline in conventional type housing to occur in both single-
family and multi-family units. Earlier, we had anticipated that Federally-sub-
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sidized programs—especially Section 8—would keep multi-family housing starts
from declining substantially. It is becoming increasingly apparent that even
some Section 8 projects may have to be deferred at current interest rates. In
the unsubsidized rental market, low profit margins have depressed starts for
some time. Also, the lengthy period of construction necessary for multi-family
units further discourages building because of the high interest rate on construc-
tion loans, generally the prime rate plus an add-on. Finally, the multi-family
condominium market probably will be depressed for the same reasons as single-
family units.

We expect that single-family starts will slump to 680 thousand units for 1980
as a whole compared to 1.17 million starts in 1979, Multi-family starts (defined
as starts in structures with 2 or more units) may decline to 380 thousand units
compared to 550 thousand units in 1979. Here, I would like to take the opportu-
nity to support strongly the President’s request for 300 thousand subsidized hous-
ing units in fiscal year 1981. If we are to meet our national commitment in this
area, it is essential that Congress fund this request fully.

With respect to the time pattern of housing activity this year, we expect that
the trough of housing starts is likely to be about 900 thousand units on a sea-
sonally adjusted annual basis in the third quarter of this year. Because of the
time lags involved in the housing market process, the trough could occur even
as late as the fourth quarter. The exact figure for any projected trough is highly
uncertain since we have no historical experience with respect to the impact of
existing interest rates on housing starts. However, if a peaking in interest rates
has already occurred, a moderate rebound in housing starts should be underway
by the fourth quarter.

An important factor in the housing outlook is that thrifts are putting most of
their reduced volume of new funds into high interest rate short-term assets
rather than mortgages. The earnings squeeze on S. & L.’s, which I discuss below,
makes them highly reluctant to continue utilizing high cost advances, other bor-
rowings and jumbo CDs to finance mortgage expansion. They also view it as ex-
tremely risky to use short-term high interest rate funds as a source of money
for mortgage lending.

Because builders have remained conservative in their inventory policles, and
the rental vacancy rate is at a historic low, we expect that housing starts may
rebound much more sharply if and as credit conditions ease than during similar
previous periods. Underlying housing demand should also remain strong through
the 1980’s. If inflation is reduced at a reasonable pace and Federal support for
subsidized housing continues, there is no reason for starts not to exceed 2 million
units per year for the rest of the decade. And to this we can add perhaps an
average of 300 thousand or more mobile homes per year.

FINANCIAL VIABILITY OF S. & L.’8

As I have already indicated, the revolution in liability management of thrift
institutions had the salutary impaect of supporting both savings flows and the
level of housing starts through most of 1979. However, the result of issuing
market rate-oriented certificates is that a large percentage of funds now in
thrifts are in very high cost short-term money—about 41 percent of the savings
of 8. & L.’s ag of the end of March, although the percentage varies regionally.
Thus, thrifts are in a highly leveraged position. The rollover of these high cost
liability instruments at higher interest rates of recent months is having quite an
adverse impact on S. & L. earnings for the time being. If and when short-term
interest rates begin to decline significantly, thrift earnings would improve. But it
will take a significant and sustained decline in interest rates to produce a reason-
able rate of return on assets for S. & L.’s.

Let me comment on the earnings outlook for 8. & L.’s. During 1978 the rate
of return on 8. & L. assets average .82 of 1 percent, the highest in many years.
For the first half of 1979, this rate was .69 of 1 percent, which, while down from
1978, was about the average rate of return for the decade. During the second
half of 1979, the rate of return on assets was .65 of 1 percent. The figure for the
second half would have been lower except for the nonrecurring effects of income
received from early withdrawal penalties. We expect the figure for the first half
of 1980 to be significantly lower despite some further above average non-recurring
penalty income in recent months. The low figure for the first half of 1980 should
reflect not only the rising cost of funds but the fact that lending activity, which
generates loan origination income, is off sharply from levels of last year.
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We recognize that, with short-term interest rates at high levels, S. & L.’s as a
whole will experience a negative rate of return on assets for the year and an
especially significant negative rate of return in the second half. Fortunately,
most of the S. & L.’s that will suffer poor earnings experience have an adequate
net worth cushion. Unless interest rates remain high well beyond 1980, most
S. & L.’s will be able to absorb these losses without a significant reduction in their
ability to remain viable competitors. Problems, however, could arise for S. & L.’s
that lack an adequate net worth and reserve cushion. As a result, the Bank Board
has proposed that the present FIR requirement be replaced by a reserve require-
ment that would permit operating losses to be absorbed by total net worth rather
than merely that part of the net worth that is not required FIR. Reserve require-
ments would be reduced for many S. & L.'s under this proposed regulation since
they would be based on beginning-of-year rather than end-of-year deposits.

S. & L.’s have been encountering a “no-win” situation in the recent economic
environment, with liabilities becoming more sensitive to market rates of interest
while their mortgage investments remain largely long-term at fixed rates. Al-
though we would prefer less reliance on high cost short-term liabilities, the two
alternatives to this dependence are unattractive. One course would be for the
8. & L. industry essentially to go out of the mortgage lending business for a sub-
stantial period of time and to do nothing except honor savings withdrawal re-
quests and originate loans for others. This course would cause housing production
to drop even further and the 8. & L. industry would shrink in size. The other
alternative would be to authorize much higher interest rates on long-term certifi-
cates. While this would keep S. & L.’s in the mortgage market longer, it would
lock them into a very high cost of funds for a prolonged period of time and make
profitable operation difficult without an extremely high floor for mortgage in-
terest rates for many years. As I shall shortly note, the Bank Board expects
the newly authorized renegotiated rate mortgage to provide eventually the
needed rate flexibility on the asset side to match the rate flexibility that now
exists on the liability side.

THE ROLE OF BANK BOABD POLICIES

The Bank Board and the FHLBank System have taken many measures de-
signed to keep money flowing into 8. & I.’s despite high interest rates. In Janu-
ary of this year, a new variable rate certificate carrying an interest rate tied to
that of 2% year U.S. Government securities was introduced. Despite a 12-percent
rate cap placed on these certificates effective March 1, they continue to attract
funds.

Recent Bank Board regulatory actions have enabled associations to tap non-
traditional sources of funds through the use of commercial paper and Eurodollar
certificates. In addition, the Bank System has continued to provide advances
in substantial volume to its member institutions as a source of housing credit
The Bank Board also continues to provide support for housing through the sec-
ondary market purchases of our affiliated Federal Home Loan Mortgage Corpora-
tion. The Mortgage Corporation has the capacity to make mortgage commitments
of $9 billion this year, although the adverse impact of high interest rates will
hold down the volume of commitments well below this level. Nonetheless, the
Corporation continues to maintain an important presence in the mortgage
market.

On April 3, the Bank Board announced a very important program to mitigate
the earnings and net worth problem that many S. & L.’s will face this year and
to put them in a better position to resume mortgage lending on a large scale
when interest rates subside. It consists of a 3-part program designed to bolster
earnings of 8. & L.’s by $630 million. First, beginning with the second quarter of
1980, dividends on stock held in the District Banks will be paid to member insti-
tutions quarterly instead of merely at year-end. Second, the Mortgage Corpora-
tion will pay a $50 million dividend to the holders of its stock, the Federal Home
Loan Banks, which will in turn utilize this to help finance dividends for member
institutions. And, third, for associations most in need of assistance, the District
Banks have established a targeted advances program (TAP) which provides a
subsidy of about 250 basis points on advances. Up to $100 million will be used to
subsidize advances under this program.

Effective Appril 1, the Board also lowered the liquidity requirement to 5
percent from 5% percent. This most recent action should provide more asset
flexibility for S. &. L.’s. Also, the Bank Board has proposed an increase in the
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ability of Federal associations to engage in outside borrowing, i.e., borrowings
from sources other than the Bank System itself. The present limit of 10 percent
of savings (with an additional 5 percent for conforming mortgage-backed bonds)
would be raised under the proposal to an overall limit of 20 percent of assets.
Once we have completed analyzing the comments on the proposal, further lib-
eralization may appear appropriate. Unfortunately. this will be of little assist-
ance in the near-term because of the level of interest rates.

In attempting to cope with the problems of thrifts and housing today, the
Bank Board is somewhat frustrated. There is an outside world that constrains
the Bank Board almost as much as it constrains thrifts. In today’s world,
much competition to thrifts is coming from open market obligations and money
market obligations and money market funds, not merely commercial banks. In
addition, most thrifts face increasingly sophisticated savers. Perhaps the more
accurate term for savers now is investors. They feel just as squeezed as ihrifts
in this inflationary environment. They do not want to accept negative real
returns on their financial assets.

Any improvement in the outlook for thrifts, just as for housing, depends
upon bringing down the rate of inflation. Unless this occurs, any financial strat-
egies that thrifts pursue and any policies that the Bank Board follows can
only moderate the financial problems of thrifts. But it can’t cure them. Many
8. & L.’s have written the Bank Board asking for a cap on 6 month MMC’s to
reduce their escalating cost of funds although the industry is not united on this.
But with over $150 billion in MMC’s rolling over every six months, even a ‘mod-
erate attrition in such MMC's because of a cap would impose a demand for ad-
vances that the Bank System could not meet.

What happens if interest rates have not peaked and operating losses of
8. & L.’s become widespread? Supervisory agents can waive restrictions for not
meeting reserve and net worth requirements; and the Bank Board has the tools
to reduce such requirements within limits. Nonetheless, there is some level of
capital that 8. & L.’s need for their own protection as well as for the protection
of the public and the FSLIC. The Bank Board hopes to take actions this year
to revamp reserve and net worth requirements. The proposed regulation I men-
tioned above is just the first step.

Some mergers, whether FSLIC-assisted or not, will undoubtedly occur in
response to S. & L. financial problems. Yet mergers are only a limited solution
because all S. & L.’s are being affected adversely to some degree by the unfavor-
able financial climate.

This brings me to the momentous changes in store for the S. & L. industry as a
result of the (1) Proxmire-Reuss Depository Institutions Deregulation and
Monetary Control Act that has been signed by President Carter and (2) author-
ization of renegotiable rate mortgages for Federal 8. & L.’s by the Bank Board.

The Deregulation Act phases out Reg. Q. However, much of the Reg. Q issue
was largely disposed of before the passage of the Deregulation Act and its man-
dated six year phase-out of rate control. With all new thrift money already in
the form of market rate-oriented certificates, the phasing out of rate ceilings has
already occurred to a large degree.

Thus, the S. & L. industry is already in the midst of a revolution in orientation.
Now, this revolution—already having occurred to a large extent on the liability
side—has been broadened and formalized through the Deregulation Act. The
Act provides for NOW accounts next year. It also provides 20 percent lending
authority for consumer loans, commercial paper, and corporate bond authority,
increased service corporation activity, credit card authority on an unsecured
basis, and expanded real estate lending powers that do away with geographic
lending limits and mortgage amount ceilings and permits second mortgages as
a conforming type of loan.

Perhaps most important is Federal preemption of usury ceilings on mortgage
loans if not overriden by states within three years—a provision that is absolutely
vital if standard fixed-rate mortgages are to be always available and if VRMs
and RRMs are to be workable. And, in this environment, where people are
becoming concerned about a safe haven for their funds, the increase in FSLIC
insurance of accounts to $100,000 should be very helpful. Many of the above
powers have already been implemented by regulation by the Bank Board. The
others should be acted upon soon. With respect to using the new flexible authority
to vary reserve requirements from 3 to 6 percent, the Board is deferring action
until it deals with the more fundamental issue of whether a risk-based index
is desirable and feasible.
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What does this all add up to for the future direction of the S. & L. industry?

This permits them to become family finance centers and offer a full cluster
of services to consumers, a concept on which the industry has been divided.
Realistically, consumer lending is not profitable now because of the high cost
of money, low usury ceilings on consumer credit in many states, and the Federal
Reserve’s selective credit control program. But, over the long-run, S. & L.’s will
have to offer consumer loans, especially overdraft privileges with NOW accounts.
As EFT becomes more important, overdraft privileges will be an essential com-
petitive tool even if this does not appear profitable now. S. & L.’s should not make
the mistake of viewing each new power separately and worrying about the
headaches and startup losses involved with each. They should look at all the
powers as a total service package and face the fact that offering them all should
make it easier to attract savings. Nor should such powers be viewed in a short-
run context. These powers will not do much, if anything, for thrifts over the
next few years. They will not solve their current financial problems and were
not designed to do so. But, viewed over the longer run, 8. & L.’s will find them
essential to compete for savings accounts in a non-rate control environment.

But it is the renegotiable rate mortgage that, over the long run, will end up
being the most important salvation of the S. & L. business and of the housing
credit market. It will take some years to convert a meaningful part of S&L
portfolios to RRMs, and many S. & L.'s may decide that it is to their benefit to
continue offering fixed-rate long-term mortgages. The RRM will provide tbe
needed variability in yield on the asset side to balance the variability in yield
on the liability side. It will help deal with the risks inherent in borrowing short
and lending long.

Over the longer-run, the policy actions taken to assist thrifts and to bring
about reduction in the inflation rate will help housing very much. But it is only
realistic to expect that housing activity will be low this year before rebounding
to levels necessary to meet long-run demands.

Senator BenTsen. Our next witness is the Honorable J. Charles
Partee, distinguished member of the Board of Governors of the Fed-
eral Reserve Board.

Mr. Partee.

STATEMENT OF HON. J. CHARLES PARTEE, MEMBER, BOARD OF
GOVERNORS, FEDERAL RESERVE SYSTEM, WASHINGTON, D.C.

Mr. Partee. Thank you, Senator Bentsen.

I am pleased to appear today on behalf of the Federal Reserve
Board, Senator, to discuss the subject of housing and the economy.
This is an appropriate and timely focus of inquiry. Problems in hous-
ing often are considered in isolation from the rest of the economic
system. Though that is at times the relevant focus, under current cir-
cumstances it seems to me important that the short-term situation of
housing and housing finance be evaluated in the light of overall eco-
nomic activity and national policy objectives.

Conditions in the mortgage and housing markets have deteriorated
sharply in recent months and residential construction activity now
seems likely to decline to relatively low levels for much or all of the
remainder of this year. Most of the decline, of course, has occurred
since last October when the Federal Reserve announced a number of
important policy changes. That package of measures was designed to
give the Federal Reserve better control over aggregate flows of money
and credit, and the further actions taken in mid-March are intended to
reinforce the credit restraining aspects of that effort. Up until now,
unfortunately, overall credit demands have remained exceedingly
strong, reflecting the persistent strength of inflation and widespread
inflationary psychology as well as a continuing high level of aggre-
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gate economic activity. With strong credit demands pressing against
limited supplies, financial markets have tightened substantially, in-
terest rates have risen sharply, and housing starts and home sales
have plummeted.

The overriding objective of recent Federal Reserve policy actions has
been to reduce inflationary pressures in the economy-—pressures that
have intensified steadily over the past year. Inflation weakens the
value of the dollar at home and abroad, diverts attention from pro-
ductive to nonproductive pursuits, and inevitably creates a host of
economic and social distortions, imbalances, and inequities. Indeed,
mortgage and housing markets have not been free of a pattern of
speculative and anticipatory behavior that could threaten seriously
destabilizing consequences over the longer term if inflation and in-
flationary expectations are not restrained. The Board believes that
the long-run benefits to be derived from containing inflation will far
outweigh the short-run costs incurred in housing and other markets.

Inflation has produced serious problems also for the nonbank thrift
institutions and for other types of investors that concentrate their
holdings in longer term instruments bearing fixed interest rates. With
the increase in actual and expected inflation rates, nominal interest
rates have risen apace as lenders have sought to protect the purchas-
ing power of their dollars and borrowers have been willing to pay
higher inflation premiums. Consequently, high-quality loans, made in
the past at the lower interest rates of the time, have become burdens
for institutions that had followed prudent business practices and pro-
vided the useful service of maturity intermediation—borrowing short-
term from savers and making long-term funds available to borrowers.
Savings inflows to these institutions have slowed markedly, even
though the average effective rate paid for funds has moved substan-
tially higher, so that the interest and participation of such institutions
in the mortgage market has been on the decline.

The effects of inflation have not been restricted to the supply side
of the mortgage markets. The inflationary process clearly has influ-
enced the behavior of home buyers and mortgage debtors also, caus-
ing some distortions within this market and affecting patterns of
household savings and investment. High rates of inflation, in con-
junction with the tax system, have enhanced the appeal of homeown-
ership, made rental housing less attractive to investors, and stimulated
the conversion of rental projects to condominium ownership status—
creating hardships for some tenants. The strong demands for homes
have pulled house prices up at a pace that, until recently, was well
above the increase in broad-based price indexes, making it increasingly
difficult for new entrants to achieve homeownership. And since many
homeowners apparently have viewed unrealized capital gains as an
important supplement to their wealth, they have been inclined to
consume larger proportions of disposable personal income, incur larger
debts, and accept less liquid balance sheet positions.

The demand for home mortgage credit remained historically quite
strong until late last year, despite the fact that mortgage interest rates
had risen to postwar highs. Prospective capital gains on homes and
expectations of rising nominal income encouraged buyers to commit
unusually large shares of their current income to mortgage payments.
Since last October, however, mortgage credit demand has weakened



as mortgage rates have risen sharply further and the availability of
credit has become constrained. Indeed, many prospective buyers have
been unable to meet more stringent lender standards concerning ac-
ceptable ratios of mortgage payments to borrower income.

The effects of general monetary restraint customarily fall quite
heavily on the mortgage and housing markets, and the Federal Reserve
Board has consistently supported and recommended measures that
would spread the burden of credit restraint more evenly throughout
the economy. For example, it makes good sense to remove artificial
interest rate constraints on the flow of mortgage funds and to free
gradually local depository institutions from the interest rate ceilings
that prevent them from competing in the markets for savings. Institu-
tional adjustments designed to permit mortgage borrowers to compete
more effectively for funds with other participants in the long-term
debt markets also seem highly desirable. Mortgage passthrough securi-
ties have been a particularly important innovation, providing a way
for home buyers indirectly to raise mortgage funds on reasonably
favorable terms in the national capital markets. Local lenders also
have obtained funding from the impersonal national markets for large
CD’s and commercial paper far more than before, while continuin
their active use of traditional nondeposit sources—primarily Federa,
Home Loan Bank advances and sales of mortgages in the secondary
market to FNMA and others.

The nonbank thrift institutions, of course, cannot be insulated from
the effects of rising market interest rates. Earnings on thrift port-
folios have not risen in line with market rates because of the prepon-
derance of long-term fixed-rate assets acquired in past periods. Recent
experience has clearly demonstrated the need for more variable yields
on assets held. If the thrift institutions are to continue their emphasis
on mortgage financing, that attribute of rate flexibility will be required
more commonly in the mortgage instrument as well. The FFederal Re-
serve has long supported the expanded use of variable-rate mortgages,
with appropriate consumer safeguards, and has endorsed the Bank
Board’s authorization of renegotiable-rate or “rollover” mortgages for
use by the savings and loans. The need for these types of mortgage
instruments is even more pressing now that Congress has legislated a
phaseout of deposit rate ceilings.

Meanwhile, we at the Board are acutely aware of the recent drying
up in mortgage money. In designing the special credit restraint pro-
gram announced March 14, banks were asked to give priority attention
to maintaining a reasonable availability of funds to small businesses,
such as local builders, and to serving the liquidity needs of their thrift
institution customers. The special deposit requirements placed on in-
creases in consumer credit specifically exclude from coverage credit
that is extended for the purchase or improvement of homes. Finally,
the special deposit requirements imposed on any further expansion
in the assets of money market mutual funds should help limit the
massive recent movement of savings toward the central money market,
thus leaving more funds available in local markets to help meet local
credit demands, including those associated with housing.

Nevertheless, with mortgage interest rates at their current extraor-
dinary level, it seems clear that many prospective borrowers will
defer home purchases and remain in their present accommodations
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until conditions become more favorable. Mortgage lenders and home-
builders, correspondingly, will experience considerably reduced levels
of activity. This situation is likely to be relatively short lived, however.
and it is well to remember that these industries have often before
demonstrated their ability to snap back after periods of tight credit.

The Congress may wish, of course, to consider special programs to
aid housing through this current difficult period. In any such consider-
ation, we would urge that the benefits expected from specific measures
be carefully weighed against the likely costs. The types of programs
used in the last housing downswing to provide mortgage credit to
home buyers at below-market interest rates undoubtedly would provide
some support for housing activity in the short run. On the other hand,
Federal borrowing to finance these programs would tend to put further
upward pressure on market interest rates and could thereby intensify
the problems being experienced by the thrift institutions. Use of spe-
cial subsidy programs, moreover, would add to budgetary and/or
Federal credit program outlays and would logically call for offsetting
cutbacks in other areas if the discipline of holding back on Federal
expenditures as a part of the inflation fight is to be maintained.

In any event, short-run solutions designed to aid the mortgage and
housing markets will not go to the core of the problem facing these
and other sectors of the economy. In order to obtain lasting improve-
ment, the inflationary process must be halted. As inflation abates and
inflationary expectations dissipate, market interest rates will recede
and pressures on the depository institutions will ease. The Federal
Reserve role in assisting this process must be to restrain growth in
money and credit to rates consistent with the longer run needs of the
economy. Our success in holding to this course, I believe, will consti-
tute the best hope for restoration of stable, viable housing and resi-
dential mortgage markets that will serve the growing needs of our
population.

Thank you, sir.

Senator BeEnTsEN. Thank you very much, Mr. Partee.

Our next witness is Jack Carlson, executive vice president and
chief economist of the National Association of Realtors.

STATEMENT OF JACK CARLSON, EXECUTIVE VICE PRESIDENT AND
CHIEF ECONOMIST, NATIONAL ASSOCIATION OF REALTORS, CHI-
CAGO, ILL.

Mr. Caruson. Thank you, Mr. Chairman. Housing is being hurt
now more than at any time 1n the last 35 years. Existing home sales
are down by one-third since last fall. The conditions in the housing
industry are equivalent to an unemployment rate of 33 percent, and a
loss of income of one-third from an average annual income for real
estate people of about $20,000 last fall to $13,000 now.

Moreover, we can expect even worse conditions during the second
quarter of this year. If this decline were extended to the entire econ-
omy, the collapse is greater than occurred in the Great Depression
in the 1930’s.

Housing starts are down by 40 percent since last fall and are likely
to decline even further, even below the 1 million current level we
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see now, creating unemployment in housing construction equivalent
to 40 percent after correcting for underemployment.

Construction of rental housing is at a very low level and can be
expected to cause even a greater shortage of rental housing nationwide.

Housing has been hurt badly because of soaring short-term and
long-term interest rates. Mortgage rates have increased from 11 per-
cent to 15 percent during the last year causing monthly payments of
principal and interest on the typical mortgage to increase by over 54
percent, from $393 to $607, from 19 percent to 26 percent of median
disposable household income.

This greatly limits homeowners’ ability to purchase a first home and
existing homeowners’ ability to sell existing homes with the lower pay-
ments for principal and interest in order to purchase another more
adequate home with much higher payments for principle and interest.

Short-term interest rates for constructing new homes have increased
from about 14 percent to 22 percent. Financing costs for the median-
priced home have increased since last year from 8-to-12 percent of the
cost of a new home at the time of sale to 15-to-20 percent, as much as
doubling the financing costs for the average builder as indicated by
builder Mike Stephens.

And this, of course, must be borne by the future homeowner. Un-
derstandably, prospective homeowners are hesitant to absorb higher
construction cost, and builders are reluctant to accept the much higher
risk.

Since 1976, over half of the acceleration of inflation which has
caused record interest rates and the collapse of the housing industry
is attributable to Federal Government policies. One-third of the ac-
celeration of inflation since 1976 was caused by increases in OPEC
prices; 100 million workers and business people are not the major
cause of accelerating inflation. Compensation per man-hour has lagged
behind inflation. Profit margins from current production have de-
clined. The most recent response by the Federal Government to higher
inflation and interest rates is to propose even higher inflation and
higher interest rates during the next 6 months than would otherwise
occur. And then to promise to fight inflation after 6 months in the
next fiscal year, which is after the November election.

The President advertised spending cuts of $2 billion, but failed
to advertise spending increases of $6 billion, or a net increase in Fed-
eral deficit spending of $4 billion for fiscal year 1980.

The House and Senate Budget Committees are essentially endors-
ing the President’s lead. The President’s proposed credit policies have
caused interest rates to be higher than otherwise and further hurt
housing. The President is imposing an import fee that will drive up
gasoline prices enough to cause about one-half of 1 percent increase
in overall consumer prices in the short run, and 2 percent higher con-
sumer prices in the longer run after adjustment in competing fuels
and cost-of-living adjustments occur.

To add insult to injury, the Government has increased wage and
price regulations as a political way to shift blame to workers and busi-
ness people and away from the Federal Government.

Thus, the housing industry and other people adversely affected by
higher interest rates and higher inflation now are left with even more
harmful Government policies during the next 6 months.
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. The President and the House and Senate Budget Committees prom-
ised to repent next year after the election, and then only to promise
slow spending growth very modestly.

However, Americans remember the promises last year at this time

when both the President and the Congress in the first concurrent
budget resolution promised less than an 8-percent growth in Federal
spending which has now risen to over 15 percent. Promises with this
track record and with no effort to fight inflation with fiscal policy now
are not credible, and the stock and bond markets have told us so.
. Government policymakers are saying that they will only add to
inflation and not fight inflation with fiscal policy. Government policy
will fight inflation only with soaring interest rates and reliance on
a recession in the private sector and with huge increases in tax burdens,
$900 Increase per household in 1980 and a record $1,200 in 1981.

This sacrifice is made so the Federal Government can experience
boom spending conditions. The situation is so perverse that recipients
of Federal spending programs that do not require work are receiving
a faster growth in income than the workers who pay the taxes for
these programs. <

Where people are eligible, the message is clear: It pays not to work.
The Government’s proposed increase in inflationary deficit spending
for the remainder of this year and record increases in tax receipts
for next year are contrary to the preferences of the majority of the
people as indicated by recent Gallup surveys.

Thus, Government policies are contrary to the apparent will of the
majority of the people. Improvements in Government policies to
fight inflation, lower interest rates, and reverse the trend in housing
need not be drastic and disruptive. Two percentage points’ slower
growth in spending during the next 18 months would reduce quarterly
Federal deficits and achieve a balanced budget during 1981 and allow
for tax relief to stimulate savings and investment beginning in 1981
and extend into subsequent years.

In particular, we recommend : Slow Federal spending by 2 percent
or $6 billion during the remainder of 1980 so that spending totals no
more than $563 billion. Slow spending by 2 percent or $17 billion dux-
ing 1980 so that spending totals $595 billion. Achieve a balanced
budget in 1981 by slowing spending, and not by increasing tax re-
ceipts higher than $595 billion. )

Begin tax relief to encourage savings and investment in 1981 with
larger tax relief in subsequent years. Maintain spending growth sig-
nificantly less than the growth of people’s income. Avoid additional
wage, price, and credit controls. And phase out existing controls.

The modest 2-percent solution could significantly reverse the trend
in inflation and interest rates during the next 90 days.

From the same psychological factors that Mr. Janis referred to,
T feel that we can reduce producer prices by 3 to 5 percent from 20 to
15 percent, reduce inflation in consumer prices by as much as 3 percent
from 18 to 15 percent, reduce some short-term interest rates by 5
percentage points from 22 to 17 percent for construction loans, reduce
mortgage interest rates from 15-to-17 percent in that range now to an
average of 14 percent and, of course, over the longer run, they could
even have a more significant impact.

Thank you. .

[The prepared statement of Mr. Carlson, together with attach-

ments, follows:]



PREPARED STATEMENT OF JACK CARLSON

I am Jack Carlson, executive vice president and chief economist of the
National Association of Realtors. On behalf of the 750,000 members of the
national association, I wish to commend Chairman Bentsen and the committee
for holding these hearings during these worst of times for the housing industry.

SUMMARY

Housing is being hurt more now than at any time during the last 35 years.
Existing home sales are down by one-third since last fall. The conditions in the
housing industry are equivalent to unemployment of 33 percent and loss of in-
come of one-third—from an average annual income of real estate people of about
$20,000 last fall to $13,000 now. Moreover, we can expect even worse conditions
during the second quarter of this year. If this decline were extended to the
entire economy, the collapse is greater than occurred in the Great Depression
in the 1930's.

Housing starts are down by 30 percent since last fall and are likely to decline
further, creating high unemployment in housing construction and supplying
industries. Construction of rental housing is at a very low level and can be
expected to cause even a greater shortage of rental housing nationwide.

Housing has been hurt badly because of soaring short-term and long-term
interest rates. Mortgage rates have increased from 11 percent to 15 percent
during the last year causing monthly payments of principal and interest on the
typical mortgage to incrase by over 54 percent, from $393 to $607, from 19 per-
cent to 26 percent of median disposable household income., This greatly limits
homeowners’ ability to purchase a first home, and existing homeowners’ ability
to sell existing homes with the lower payments for principal and interest in
order to purchase another more adequate home with much higher payments
for principal and interest.

Short-term interest rates for constructing new homes have increased from
14 percent to 22 percent. Financing costs for the median-priced home have
increased since last year from 8 to 12 percent of the cost of a new home at the
time of sale to 15 to 20 percent, as much as doubling financing costs for the
average builder, which must be borne by the future homehowner. Understand-
ably, prospective homeowners are hesitant to absorb the higher construction
costs and builders are reluctant to accept the much higher risk.

Since 1976, over half of the acceleration of inflation which has caused record
interest rates and the collapse of the housing industry is attributable to Fed-
eral Government policies :

Acceleration of deficit spending resulting in quarterly and annual Federal
deficits too high for scarcity of some skilled labor and capacity.

Too rapid growth of the money supply during 1977, 1978 and 1979 for the
slowing growth of production.

Rapid growth of Federal regulations mandating costs and thus price increases.

Acceleration of Federal taxes, discouraging savings and investment,

Encouragement of workers to accept nonworker status to take advantage of
faster growing income caused by Federal taxing and transfer spending pro-
grams which undermines the work ethie.

One-third of the acceleration in inflation since 1976 was caused by increases
in OPEC prices.

One hundred million workers and business people are not a major cause of
accelerating inflation. Compensation per man-hour has lagged behind inflation,
profit margins from current production have declined.

The most recent response by the Federal Government to higher inflation and
interest rates is to propose even higher inflation and higher interest rates dur-
ing the next 6 months, and then promise to fight inflation after 6 months, in the
next fiscal year, which is conveniently after the November elections.

The President advertised spending cuts (slowdown) of $2 billion but failed
to advertise spending increases of $6 billion, or a net increase in Federal deficit
spending of $4 billion for fiscal year 1980. The House and Senate Budget Com-
mittees are essentially endorsing the President’s lead.

The President’s proposed credit policies have caused interest rates to be higher
than otherwise and further hurt housing. The President is imposing an import
fee that will drive up gasoline prices, enough to cause about one-half percent
increase in overall consumer prices in the short run and 2 percent higher con-
sumer prices in the long run.

To add insult to injury, the Government has increased wage and price regula-
tions as a political way to shift blame to workers and business people, and away
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from the Federal Government. Thus, the housing industry and other people
adversely affected by higher interest rates and higher inflation now are left with
even more harmful Government policies during the next 6 months.

The President and the House and Senate Budget Committees promise to re-
pent next fiscal year, after the election. They promise to slow spending growth
modestly. However, Americans remember the promises last year at this time
when both the President and the Congress (first concurrent budget resolution)
promised an 8-percent growth in Federal spending which has now risen to over
15 percent. Promises with this track record and with no effort to fight inflation
wilth fiscal policy now are not credible and the stock and bond markets have
told us so.

Government policymakers are saying that they will only add to inflation and
not fight inflation with fiscal policy. Government policy will fight inflation only
with soaring interest rates and reliance on a recession in the private sector and
with huge increases in tax burdens—$900 increase per household in 1980 and
a record $1,200 in 1981. This sacrifice is made so the Federal Government can
experience boom spending. The situation is so perverse that recipients of Fed-
eral spending programs that do not require work are receiving a faster growth
income than the workers who pay the taxes for these programs. Where people
are eligible, the message is clear: it pays not to work.

The Government's proposed increase in inflationary deficit spending for the
remainder of this year and record increases in tax receipts for next year are
contrary to the preferences of the majority of the people of the United States, as
indicated by recent Gallup surveys. Thus, Government policies are contrary to
the will of a majority of Americans.

Improvement in Government policies to fight inflation, lower interest rates,
and reversing the trend in housing need not be drastic and disruptive. Two per-
centage points slower growth in spending during the next 18 months would
achieve a balanced budget in 1981 and allow for tax relief to stimulate savings
and investment beginning in 1981 and extending into subsequent years. In par-
ticular, we recommend :

Slow Federal spending by 2 percent or $6 billion during the remainder of 1980
so that spending totals no more than $563 billion.

Slow spending by 2 percent or $17 billion during 1981 so that spending totals
$595 billion.

Achieve a balanced budget in 1981 by slowing spending and not by increasing
tax receipts higher than $595 billion.

Begin tax relief to encourage savings and investment in 1981, with larger tax
relief in subsequent years.

Maintain spending growth significantly less than the growth of people’s
income.

Avoid additional wage, price, and credit controls and phase out existing
controls.

The modest 2-percent solution could significantly reverse the trend in infla-
tion and interest rates during the next 90 days:

Reduce producer prices by 3 to 5 percent, from 20 to 15 percent.

Reduce inflation in consumer prices by 3 percent, from 18 percent to 15 percent.

Reduce some short-term interest rates by 5 percent, from 22 percent to 17
percent for construction loans. :

Reduce mortgage interest rates from 15 to 17 percent to an average of 14
percent.

Over the longer run, the 2-percent solution could achieve the following:

New housing construction each year could increase by over 400,000 units by
the mid-1980’s.

One million addition households could upgrade to better housing each year.

Investment in productivity-increasing commercial and industrial structures
and equipment could increase by over 20 percent by the mid-1980’s.

Productivity could increase by over 2 percent by the mid-1980’s.

Inflation could trend downward to less than 7 percent by the mid-1980’s.

Employment could increase by over 1 million additional jobs by the mid-1980’s.

Average spendable income per household could increase by $900 by the
mid-1980’s.

THE OUTLOOK FOR HOUSING

Housing is reeling under the weight of bad economic policies; increasing
quarterly Federal deficits forcing restraining money growth and high interest
rate policies. The dropoff in housing activity is widespread, with sharp sales



declines reported in all sections of the country and for all types of residential
real estate.

Egisting home market

Sales of existing homes have tumbled to a seasonal adjusted annual rate of
2,700,000 units in March, a drop of 35 percent from the most recent peak (October
1978) and 30.8 percent since last October, and worse is yet to come. The drop in
sales makes this by far the worst decline for the existing home market in the
post World War II period and, unfortunately, sales activity has not reached
bottom yet. Previous steep drops occurred during the 1969-70 credit crunch and
the 1973-75 erunch (Table 1).

TABLE 1.—PERIODS OF DECLINE IN EXISTING HOME SALES

Percent Duration

Peak Trough change (months)

1969 t0 1970 . . 1,710, 000 1, 370, 000 —19.9 15
1973 to 1975_ 2, 500, 000 2, 040, 000 —18.4 23
1979 to (7). 4,060, 000 2, 700, 000 —33.5 116

180 far.
Source: National Association of Realtors.

Housing construction

Residential construction is also in a nose dive. Private housing starts are
currently off a whopping 35 percent over the past 15 months. This puts the rate
of construction at its lowest level in 50 months, Further declines are expected
ahead until the starts forecast to drop below one million units in the next few
months. Unfortunately, the declines in housing production are coming at a time
in our nation’s history when the need for housing is most acute.

To accommodate the expected rapid growth in household formations we need
to produce at least 2 million housing units a year during the decade of the
1980’s. The 1979 production of new homes fell short of this goal by 250,000 units
and we anticipate an 800,000 unit shortfall in 1980. This lost production will
not be easily made up. If the housing industry produces at full capacity of 2.2
to 2.3 million units a year, it would take five years before our nation is able to
make up for the production lost during 1979 and 1980 (Table 2).

TABLE 2.—PRIVATE HOUSING STARTS

{Seasonally adjusted annual rates in thousands]

Total Single family Multifamily
1977 - e e e am 1,987 1,451 536
1978 - - oo emmcmmmmmmmmmmmae e 2,020 1,433 587
1979:
DI e oo e 1,745 1,273 477
May . oo e aeaen 1,835 1,451 536
JUN®. e oo 1,923 1,276 634
July_ . 1,788 1,222 542
August____ 1,793 1,237 551
September 1,874 1,237 637
October. 1,710 1,139 571
Novemb: 1,522 980 542
December. 1,548 1,055 493
1980:
JANUAIY - o e e 1,424 1, 006 418
FebrUary. oo oo cmmmem e mmmema e s 1,334 774 560

Source: U.S, Department of Commerce.

Neiw home sales

The market for new homes is also in sad shape—the decline in new home sales
is now certain to exceed the experience of the 197875 credit crunch when sales
plummeted 45 percent. Government figures show that new homes sales in Feb-
ruary fell 9.5 percent from January to a seasonally adjusted annual rate of
532,000 units.

New home sales have now fallen 26 percent since the inadequate economic
policies of the Administration and the Congress forced the Federal Reserve
Board to raise interest rates in October, and have fallen fully 41 percent since
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their cyclical peak reached in October of 1978. At the February rate of sales, it
would take more than 9 months to sell off the inventory of approximately
387,000 new homes now on the market.

Fewer home sales mean lower levels of housing construction and rising un-
employment among the nation’s million construction workers who already have
an unemployment rate of 13 percent—double the rate for all workers,

Rising home prices and increasing interest rates have had a substantial impact
on housing affordability. In March 1980, a median priced existing single-family
home purchased with a 30 year, 80 percent mortgage, required monthly principal
and interest payments of $607. This represents an alarming 54 percent increase
over the payments of $393 required one year earlier, prior to the Fed’s actions.
Similar increases are also facing prospective purchasers of new homes (Table 3).

TABLE 3.—MONTHLY PAYMENTS FOR PRINCIPAL AND INTEREST ON EXISTING SINGLE-FAMILY HOMES
[80 percent mortgage, 30-yr term]

Median price Mortgage Mortgage
(thousands) Effective rate (thousands) payment
Existing:

1979:
January____________ . ____ $52.0 10.25 $41.6 $373
February..__.__ 51.9 10.50 41.5 380
arch. ... 53.8 10.50 43.0 393
April. .. ____. 54.7 10.50 43.8 401
May___ 55.9 10.50 44,7 409
June___ $6.8 10.75 45.4 424
July 51.9 11,00 46.3 441
August_...__. 57.7 11.25 46.2 449
September. .. 57.3 11.25 45,8 445
October______ 56.3 11.25 45.0 437
November._ 55.6 11.50 44,5 441
lsmDecember 56.5 12.00 45.2 465
January .. 51.9 12,25 46.3 485
February. §9.0 13.00 47.2 522
March__ .. 60.0 15.00 48.0 607

Source: National Association of Realtors.

The cost of construction loans which generally averages 2 to 3 points over
prime has jumped to 22 percent, fully 8 percentage points higher than the 14
percent which prevailed at this time last year. These higher costs will be reflected
in future home prices worsening the affordability problem and pricing home
buyers out of the market.

The affordability problem is illustrated by the fact that the monthly mortgage
payment for a median-priced existing home requires 26 percent of average dis-
posable household income in March, 1980, contrasted to 19 percent in 1979 (at-
tachment 1).

The growth of inflation
The current Administration has underestimated inflation in each of its an-
nual budget and economic messages, and we believe it has done so again this
year (see Table 4).
TABLE 4.—ADMINISTRATION'S INACCURATE CONSUMER INFLATION FORECASTS

[December to December|

1977 1978 1979 1980 1981
President Carter________________________ 5.3 5.2 6.0 16.3 8.6
Actual (and Realtors latest estimates for 1980 and 1981)_ ____.. 6.8 9.0 13.2 215.6 212.4
Difference—Carter and actual (or Realtors latest estimates).__ 1.5 3.8 1.2 9.3 3.8

. 1 In the Jan. 28, 1980, budget the administration revised this upward to 10.4 percent; on Mar, 31, 1980, the administra-
tion's budget revisions forecast 12.8 percent.
2 National Association of Realtors forecast, April 1980,

f?}v.)urlt‘:es: Budgets of the United States and 1981 budget revisions, Office of Management and Budget; National Association
of Realtors.
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In light of this, nobody should be surprised that the policies and budgets
which the Administration has advocated and the Congress has enacted each
year not only have failed to overcome inflation but have increased it.

What causes inflation

Excessive growth in federal spending, higher taxes that add to the costs of
production, the increasing cost of government over-regulation and the excessive
growth of credit between 1973 and 1978 have been the major causes of the re-
cent acceleration in inflation, increasing prices nearly 5 percent in 1979 alone.
Government has accounted for over one-half of the acceleration in inflation
from 4.8 percent during 1976 to 13.2 percent during 1979 and 18 percent so far
in 1980.

Increases in world oil prices were a less important cause of inflation, be-
ing responsible for only one-third of the increase in consumer prices in 1979
(see Graph 1).

GRAPH 1
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After contributing to inflation through excessive expansion of the money

supply over the past § years, the Federal Reserve Board, since October, has
been leaning against inflation with tight credit policies, forcing up long-term
mortgage interest rates by over 5 percentage points in the last 12 months.
Without a slowing in spending, tight credit policies will be ineffective in re-
ducing inflation and, in fact, will add to long-run inflation by reducing produc-
tivity-increasing investment and causing shortages in the housing supply.

Federal budgets in fiscal year 1980 and fiscal year 1981

Despite the advertised spending “cuts” announced in March, the Adminis-
tration and Congress are continuing the trend towards excessive and infla-
tionary increases in Federal spending and taxes, with Federal expenditures
taking even larger shares of people’s income and the Nation’s output.

The administration proposes increasing budgeted spending in fiscal year
1981 to $612 billion, up $43 billion from fiscal year 1980. This follows an antici-



pated $76 billion spending increase in fiscal year 1980, to $569 billion. While
the House and Senate Budget Committees’ estimates for budgeted spending
in fiscal year 1980 are slightly lower than the administration’s, they pro-
pose almost identical spending in fiscal year 1981 (see table 5).

TABLE 5
. Average
Budget spending (billions) annual growth
1979-81
1979 actuat 1980 1981 (percent)
President Carter..____ e e $493 $569 $612 11.4
Realtors 2 percent solution recommendation._. - 493 563 595 9.9
House Budget Committee_.._____________ 493 567 612 11.4
Senate Budget Committee____._.______ " """ 777" 493 566 613 1.5

Source: 1981 budget revisions; Recommendations of the House and Senate Budget Committees on the First Concurrent
Budget Resolution, Fiscal Year 1581; National Association of Realtors.

Growth in non-defense areas will be the main cause of increases in budgeted
expenditures over the next 2 years, accounting for over 71 percent of the increase
in budgeted spending between 1979 and 1981 under the administration’s propo-
sals, 74 percent under the House Budget Committee’s recommendation and 68
percent under the Senate Budget Committee’s recommendations.

Clearly, then, excessive growth in federal spending proposed by the administra-
tion and Congress has not been prompted by national security considerations
alone.

Even the high spending figures may be underestimated however, when the
administration presented the budget in January last year, it was described by
the President as “lean and austere” calling for a mere $38 billion increase in
federal spending in fiscal year 1980 to $532 billion, By the Second Concurrent
Budget Resolution, proposed spending in FY 1980 had risen to $548 billion. By
January of this year the Administration’s proposed spending for the current
fiscal year had grown to $564 billion. After the March revisions and “cuts”, the
Administration’s budgeted spending for fiscal year 1980 is $569 billion, up a mas-
sive 15.3 percent from 1979 (see Table 6). Given past underestimates of infla-
tion and pressures on Congress from special interest groups for increased spend-
ing in this election year, there is a clear danger that these events could be re-
beated in fiscal year 1981, to the cost of the housing industry and the nation as a
whole.

TABLE 6.—HISTORY OF PROPOSED FEDERAL SPENDING IN FISCAL YEAR 1980

Proposed budgeted

Estimate Date outlays (billions)
Administration proposal_.._.___ o e e e e e -- January 1979_____ $532
First Concurrent Budget Resolution_______________ """ .- May 1979___ 532
Second Concurrent Budget Resolution, _. .~~~ """""7" -~ October 1979 548
Administration estimate contained in fiscal year 1980 budget. - —------- January 1980_.___ 564
Administration re estimate in 1981 budget revision..__.._________._.__ -7 March 1980_______ 569

Source: Budgets of the U.S, Government, 1980 and 1981, 1981 budget revision and National Association of Realtors.

Increases in federal spending and taxation are encouraging a reduction in
hours worked by workers in the United States. According to a recent study by
Data Resources, Inc. the increase in average effective tax rates in the United
States since 1965 has reduced the labor force by 1.9 million persons, or 1.8
percent. This represents a drop in potential output of almost $30 billion per
year, or nearly $400 per household. When account is taken of the effect of higher
tax burdens on hours worked per worker remaining in the labor force, the cost
to the economy is almost certainly much greater.

Federal spending programs which allow faster growth of benefits for eligible
non-workers than the growth of taxpayers’ income are also encouraging a re-
duction in hours worked and therefore national output.

Pubdlic support for a change in budget policy

The government’s proposed increase in inflationary deficit spending for the
remainder of this year and record increases in tax receipts for next year are



38.

contrary to the preferences of the majority of the people of the United States,
as indicated by recent Gallup surveys. Thus, government policies are contrary
to the will of a majority of Americans.

In the Realtors® Quarterly Survey of a personal interview cross-section of
1,584 households conducted February 1-9, 1980 by the Gallup organization the
respondents were taken to “best describe what you think government policy
should be?’ More than half called for slower spending and of those calling for
slower spending more than one-half recommended tax relief. Slower growth of
spending with tax relief were preferred most by all Americans, irrespective of
income, age, or party affiliation (see Table 7).

TABLE 7.—PREFERENCE OF AMERICANS CONCERNING FEDERAL SPENDING AND TAXING POLICIES DURING THE
NEXT YEAR

[Percent of respondents]

Continue 12 percent
spending growth

With no tax With tax

Slower spending growth
With no tax With tax

relief relief relief relief Don’t know
Al e 15 17 24 29 15
Less than $20,000 income. .- - 13 19 21 28 19
$20,000 and more income. .- - 19 14 30 32 6
Less than 35 yrold..______ - 14 21 24 28 14
35yrandolder. .. _______. - 15 15 24 30 16
Political affiliation:
Republican._ 16 14 28 29 14
Democrat. __ 16 19 22 26 16
Independent. 12 17 25 34 12

The productivity problem

One of the major factors behind the increase in the rate of inflation has been
the slow growth in worker produectivity in the United States. The growth rate in
average output per worker has declined from 3.5 percent per year figure achieved
in the early 1960's to near zero from 1977-79. After adjusting for recessions,
productivity growth has slowed considerably during the recovery ginee 1975
compared with the only other long economic recovery during the last 30 years
(see graph 2).

GRAPH 2

OUTPUT PER HOUR WORKED (PRODUCTIVITY) IN THE
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(1975:1 AND 1961:1 = 100)
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This comparatively slow growth rate of productivity is in large part due to
the slow rate of growth of capital per worker in the United States since 1970.
Investment has not grown to keep pace with the increase in the labor force, par-
ticularly since 1975. Consequently, real net capital stock per employee has de-
clined and little, if any improvement is expected in the year ahead (see graph 3).

GRAPH 3
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The U.S. currently has the lowest rate of capital investment among the major
industrial powers investing less than 17 percent of its gross national product in
capital formation (including housing). In comparison, West Germany and Japan
invest 25 percent and 35 percent respectively. Growth in capital per worker has
been high or at least positive among industrialized countries in recent years,
except for the United States. Our savings performance also ranks the lowest of
industrialized countries—only 3.5 percent of personal disposable income is cur-
rently saved.

Investment within the United States has been low partly because after tax
profits from current production (after the U.S. Department of Commerce adjusts
for corporate taxes, inadequate depreciation and overstatement of profits from
inventories) have fallen to less than 4 cents on each sales dollar and are fore-
cast to drop below 3 cents. High Federal taxes are a major cause of this decline
in investment incentive. Federal taxes siphon away more than 54 percent of
profits from current production and will siphon even more during 1980 (see
graph 4).



35

GRAPH 4

CORPORATE TAX RATES AS PERCENT OF
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This increase in the corporate tax burden is even more obvious when a com-
parison is made of corporate tax rates during the only two long economic
recoveries in the last 35 years (see graph 5).

GRAPH §
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Excessive growth in Federal spending is another major cause of the slow
growth in capital per worker. Large increases in government spending not only
push up interest rates and inflation, diverting resources away from productive
investment in new structures, equipment and housing directly, but also effectively
preclude significant tax relief directed towards stimulating increased savings
and investment.

Growth in government regulations which add to business costs is also adding
to the decline in business profitability and, therefore, the incentive to invest.

The 4-year 66 percent increase in the budgets Federal regulatory activity
under the current Administration is causing nearly 2 percentage points of the
current and forecast growth in prices and squeezing profit margins (based on
Professor Murray Weidenbaum’s estimates of the relation of budget costs to
costs for the economy).

The stricter enforcement of the Administration’s wage and price guidelines
will lead to a further reduection in profit margins. Adherence to the Administra-
tion’s guidelines would cause corporate profits to grow more slowly than both
wages and prices.

Recent policy responses on inflation

In response to the 18 percent inflation rate experienced so far this year, the
Federal government now proposes measures which will result in even higher
interest rates and higher inflation during the next 6 months.

In addition to the inadequate “cuts” in Federal spending in fiscal year 1981,
cuts which were offset by upward “revisions” expenditures in other areas, the
Administration has proposed increasing taxes, more credit controls and stricter
enforcement of “voluntary” wage and price regulations. )

The imposition of the fee on imports of crude oil and gasoline will add more
than 10 cents per gallon to retail gasoline prices and result in up to 2 percent
higher consumer prices by 1981. The inflationary impact of these tax increases
will more than offset any benefits from the inadequate spending cuts over the
next 18 months.

The Administration also introduced tighter credit policies and more credit
controls to fight inflation. The discount rate for certain bank borrowers was in-
creased 3 percentage points, and 15 percent reserve requirements placed on
increases in the assets of money market funds and certain categories of consumer
borrowing. The Federal government also increased direct regulations on credit,
introducing a “voluntary” credit restraint program on loan growth of large banks
and increased reserve requirements on increases of managed liabilities of both
member and non-member banks.

These tighter credit policies will further drive up interest rates and result in
even larger declines in housing activity over the next 9 months.

The inappropriate mix of economic policies—excessive tight credit after years
of over expansion and loose fiscal policies—will be ineffective in fighting inflation
and result in needless declines in future output